EX PARTE OR LATE FILED
July 9, 1996
William F. Caton Fed
Secretary

Federal Communications Commission
1919 M Street, NW. - Room 222
Washington, D.C. 20554

Dear Mr. Caton:

On July 8, 1996 United States Telephone Association representatives met with
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RE: Ex Parte Notice
CC Docket No. 96-98

members of the Common Carrier Bureau. The USTA group consisted of Bob Blau
(BellSouth); Ed Lowry (Bell Atlantic); Bill Taylor, Chris Cichoski and Chienyo Fung of

NERA; and John Hunter of USTA. Peyton Wynns. Jim Lande, Doron Fertig and Tom

Beers from the Industry Analysis Division attended the meeting.

The discussion centered on the information contained in the attached which was
shared at the meeting. This information is also part of the comments USTA filed in this
docket, and the discussion was consistent with these comments.

Because of the lateness of the meeting, this notice is being filed today. An
original and one copy of this ex parte notice are being filed in the Office of the
Secretary. Please include this notice in the public record of these proceedings.

Respectfully submitted,
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Vice ent -

Legal & Regulatory Affairs

attachments

cc: B.Blau J. Lande D. Fertig
B. Taylor P.Wynns T. Beers
E. Lowry C. Cichoski J. Hunter
C. Fung
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The IDSS Model -
A Critical Evaluation

National Economic Research Associates
July 8,1996
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Scope of the IDSS Model

Determinants of LEC Revenue by Category

End Users CLEC IXC
* Total Bill - * Facilities Based - *Bypass
Residual Unbundled
* Business - e Traditional - CIC
Residence Access Rates

» Special Access
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The Model Oversimplifies the Telecommunications
Industry

* A single aggregate LEC masks different effects on real-
world LECs and produces a biased prediction of the total
industry effect.

* Does not explicitly model local interconnection or resale of
LEC retail services.

 Prices and market shares are not linked.
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Model Contains Numerous Arithmetic and Coding Errors
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Model is Sensitive to Assumptions with a High Level of

Uncertainty

Unknowable Fact

Change in Assumption
and Resulting Effect on EBITDA

Spec 26 -- Business Local Rates First Year of CLEC
Competition

A decrease of 10% from -2.6% results in a loss of $1.5
billion for the LEC.

Spec 73 -- % CLEC Loops Provided With CLEC's
Own Facilities

An increase of 20% results in a decrease in LEC
earnings of $5.6 billion.

Specs 79 and 8O -- Percent of LEC “Total Bill”
Customers

An increase of 10% starting in 1997 increases LEC
earnings by $6 billion.

Specs 1i7 and 118 -- Total added LLEC marketing
expense when unbundled loops exceeds threshold:
Residence and Business

An increase of $5 billiéﬁ resﬁits ma$l])6ianmn :
decrease in LLEC earnings

Specs 119 and 120 -- Total added LEC marketing
expense f LEC share of "total bill" customer loops
exceeds threshold: Residence and Business

An increase to $5 billion from $0 results in a $10.8
billion decrease in LEC earnings.

Base Case 1s the n/e/r/a base case. All changes in earnings are based on EBITDA for the year 2006.
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...but the Model Shows Substantial Impact of Potential
Policy Decisions

* Base Case: Local and interstate toll competition in 1997
with reasonable interconnection policies.

* Scenario 1: Cheap interconnection, resale and unbundled
loops.

* Scenario 2: Same as Scenario | with bypass of
terminating access.

* Scenario 3: CLEC purchases all network elements at low
TSLRIC.

e Scenario 4: Same as Scenario 3 with bypass of
terminating access.
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Figure 1: Predicted Loss in LEC Lines from the Base
Case

LEC Lines (millions)

I : ; [
1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

Year

M. ossin Scenarios | and 2 M Incremental Loss for Scenarios 3 and 4

ConsultingEconomists



Page 9

Figure 2:

IDSS Forecast Changes in LEC Local Revenues

from Base Case
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Figure 3: IDSS Predicted LEC Toll Revenue Losses from
Base Case
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Figure 4: IDSS Predicted LEC Total Revenue Losses from
the Base Case
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Figure 5: IDSS Predicted Difference in LEC Operating
Expense from Base Case
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Figure 6: IDSS Predicted Difference in LEC Operating
Profits from the Base Scenario
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Figure 7: IDSS Predicted Losses in LEC EBITDA from
the base case
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Figure 8: Potential Decline in LEC Equity Value from
Base Case
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Figure 9: IDSS Predicted Loss in Revenue per Line from
the Base Case
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Economic and Financial Simulation
of the Effects of FCC Policies on
Local Exchange
Unbundling and Resale

LECG Privileged and Confidential




Model Overview

* Purpose: Assess economic and financial implications to Large LECs of
FCC policies re: pricing of unbundled loops, local exchange resale, and
terms and conditions for CLEC purchase of unbundled elements

e Method:

— Establish a Baseline View that represents the current estimates of
investment analysts

— Simulate the financial performance of a composite of the large LECs based
on sets of possible FCC policy decisions

— Compare the simulations with the Baseline View

LECG Privileged and Confidential



Scenarios Compare LEC Financial Results to the

Baseline View

 Scenario 1: low prices for unbundled loops and high resale discounts:

e Scenario 2: identical to Scenario I. but with the addition of total
bypass of terminating access charges;

e Scenario 3: recombination of unbundled LEC elements purchased by
competitors at incremental cost (loop and other basic exchange service

elements prices based on Hatfield),

e Scenario 4: identical to Scenario 3, but with the addition of total
bypass of terminating access charges

LECG Privileged and Confidential



Baseline View

 Financial markets reflect the market’s perceptions of the
implementation of the Telecommunications Act.

* Since December 1995:
~ Large LEC stock prices have dropped 5% in nominal terms
— Cost of capital increased nearly one hundred basis points

— Market capitalization has declined by $12 billion

e Industry analyst projections incorporate expected LEC market share
loss but do not account for crucial detailed i1ssues which industry
specialists and the RBOC:s are just beginning to grapple with:

— Unreasonably low unbundled loop prices
— Unreasonably high resale discounts

— Recombination of low priced network elements and resulting switched
access bypass

LECG Privileged and Confidential



Cumulative Total Returns of the
Large LECs Relative to the S&P 500
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Average Estimated Cost of Capital for Large LECs

Estimated Cost of Capital
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Key Assumptions - Customer and Competitor

Behavior

e Customer Behavior: Customers that choose a LEC competitor for
local exchange service will purchase all local and long distance service
from that competitor.

e Competitor Behavior:

— Competitors will target the highest revenue and lowest cost customers. For
the large LECs, 65% of their business revenue is generated by the top 10%
of the business customers.

— The majority of competitors’ local exchange lines will be leased from the
LECs rather than installed by competitors.

— With reasonably priced loops, the percentage of competitor supplied,
facilities-based loops will increase.

LECG Privileged and Confidential



e Prices for unbundled network elements based on TSLRIC estimates
vary according to geographic density

— More dense areas have lower costs and therefore lower unbundled prices

» Hatfield estimates of the TSLRIC for unbundled loops and basic local
exchange service are unreasonably low

e Prices for unbundled loops should be based on reasonable estimates of
TSLRIC and include some contribution to other costs

e The local resale discount should be based on reasonable estimates of
avolded costs

LECG Privileged and Confidential



Alternative TSLRICs of the Local Loop

Price per Month
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